Il. The global economy

Highlights

The world economy grew strongly in 2005 but inflation remained subdued
despite a further jump in oil and non-oil commodity prices. While the United
States and China led the global expansion in early 2005, the recovery gained
breadth in the course of the year, extending to Japan and continental Europe.

Global growth and inflation outcomes last year exceeded the optimistic
forecasts of early 2005 despite headwinds from changes in the macroeconomic
environment. First, inflationary pressures remained muted even as commodity
prices rose further in the third consecutive year of buoyant world growth. Second,
the US economy retained considerable strength despite the energy price hike
and hurricane-related disruptions. Third, global financing conditions continued
to be very supportive to growth, notwithstanding the progressive removal of
monetary accommodation in the United States and, albeit less advanced, in the
euro area. Finally, financial markets stayed calm despite the further massive
and unexpected deterioration of the US current account balance during 2005.
Although the US external deficit exceeded forecasts by about $100 billion in
2005, the dollar appreciated in real effective terms during the year.

Growth and inflation
Average annual changes, in per cent
Real GDP Consumer prices’
Average 2004 2005 20062 | Average 2004 2005 20062
1991-2003 1991-2003
Total3 3.6 4.8 4.3 4.4 11.8 3.1 3.2 3.2
Advanced industrial economies3 2.3 3.0 2.6 2.8 2.2 2.0 2.3 2.3
United States 2.9 4.2 3.5 3.4 2.7 2.7 3.4 3.2
Euro area 2.0 1.8 1.4 2.1 2.4 2.1 2.2 2.1
Japan 1.1 2.3 2.6 3.0 0.5 -0.0 -0.3 0.4
United Kingdom 2.4 3.1 1.8 2.3 2.4 1.3 2.1 2.0
Others. 4 2.6 3.1 2.6 3.0 2.2 1.6 2.0 2.1
Emerging economies3 5.4 7.3 6.9 6.7 25.9 4.9 4.5 4.4
Asia3 5 7.2 7.9 8.0 7.7 6.1 3.8 3.3 3.7
Latin America3 6 3.4 5.9 4.3 4.6 57.5 6.7 6.0 5.4
Central and eastern Europe3.” 0.5 6.9 5.9 5.6 80.4 8.7 8.6 6.9
Others.8 2.3 4.8 5.4 5.0 5.5 1.0 2.3 29
1 For the euro area and the United Kingdom, harmonised index; for Latin America, end-year data. 2 Consensus forecasts
published in May. 3 Weighted average based on 2000 GDP and PPP exchange rates. 4 Australia, Canada, Denmark, New
Zealand, Norway, Sweden and Switzerland. 5 China, Hong Kong SAR, India, Indonesia, Korea, Malaysia, the Philippines,
Singapore, Taiwan (China) and Thailand. & Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela. 7 The Czech
Republic, Hungary, Poland, Russia and Turkey. & Saudi Arabia and South Africa.
Sources: Eurostat; © Consensus Economics; national data. Table 1.1
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The consensus forecast for 2006 is for a continuation of firm growth and
low inflation worldwide (Table II.1). Strong business confidence and low or
declining unemployment support this optimism about the near-term outlook
for growth. However, several features of the current global upswing are less
positive: fiscal deficits are large; household saving seems unsustainably low
in a number of advanced economies; corporate investment levels remain low;
and global current account imbalances have reached unprecedented levels. At
the same time, the inflation outlook has become more uncertain as oil prices
have risen to new record highs and output gaps are narrowing or even closing
in many countries.

Overview of the global economy

Continued buoyant growth and low inflation

World GDP growth in 2005 exceeded 4% for the third consecutive year, making
this the strongest upswing since the early 1970s. While output in the Americas
and Europe grew slightly less than in 2004, growth in Asia strengthened
further. China’s economic expansion continued unabated and the long-awaited
revival of Japan added to the region’s dynamism, not least because of the
substantial complementarities of trade structures between Japan and emerging
Asia. Overall, emerging Asia accounted for more than half of last year's
increase in global output (Graph 11.1).

Rapid demand growth (especially in emerging Asia) supported a further
rise in commodity prices in 2005, although capacity constraints in oil production
and refining accentuated price pressures. Spot prices for crude oil hit $70 a
barrel in late August 2005, an increase of about 60% from the beginning of the
year. The steady increase in real oil prices over the past two years contrasts
sharply with the supply-driven oil price shocks in the 1970s, when part of the
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Sources: IMF; OECD; national data. Graph 1.1
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Oil and commodity prices and terms of trade
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TUnweighted average of Dubai Fateh, UK Brent and West Texas Intermediate; in US dollars per barrel.
2 Deflated by world export prices; base year 1990. 3 World market; industrial raw materials, in US dollar
terms. 41990-2005 = 100. 5 Zero quarters correspond to 1973 Q4 (first oil shock), 1978 Q4 (second oil
shock) and 2003 Q1 (current).

Sources: IMF; Bloomberg; Hamburg Institute of International Economics (HWWI); national data.  Graph I1.2

initial spike was reversed relatively quickly. The price of base metals and other
commodities also rose in tandem with oil prices (Graph 11.2).

The global economy proved remarkably resilient to the further sharp rise in
energy prices. The net oil imports of OECD countries amounted to about 12% of
their GDP. This is /2 percentage point more than in 2004, but only about half of that
in the 1970s. While the economic expansion in oil-importing countries remained
intact, substantial terms-of-trade gains boosted growth in oil- and commodity-
exporting emerging economies in Latin America, the Middle East and Africa.

Stubbornly subdued inflation cushioned the impact of high energy prices
on aggregate demand in oil-importing countries. Consumer price inflation rose
only moderately from the levels observed in 2004. Second-round effects were
largely absent, as wage moderation continued and corporate pricing power was
limited. Longer-term inflation expectations remained firmly anchored. Against
this backdrop, the central banks of the United States and, subsequently, the
euro area and Japan pursued strategies of a gradual removal of monetary
accommodation (see Chapter IV).

Persistently easy financing conditions worldwide provided another
counterweight to the effect of rising energy prices on economic growth. Real
short- and long-term interest rates in the major currency areas stayed well
below long-term averages. Associated with this development, low risk premia
supported asset values across the board: house prices boomed in many
countries (see Chapter VII), and equity prices increased to multi-year highs
virtually everywhere (see Chapter VI). Unusually tight credit spreads went hand
in hand with an acceleration of credit growth, to rates comparable to those
observed in the late 1990s.

Signs of a more balanced economic expansion

The United States and China remained the main engines of global growth in
early 2005. At the same time, buoyant US consumer spending and a
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Financing conditions and credit growth

United States Euro area Japan

12 12 Real interest rates: 12

= Short-term’
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—— Credit growth3
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1 Three-month rate deflated by 12-month changes in core consumer prices. 2 Ten-year government bond
yields deflated by uncentred three-year moving averages of 12-month changes in headline consumer prices.
3 Credit to the private sector; changes from previous year, in per cent.

Source: National data. Graph 1.3

continuation of very strong investment in China helped the euro area and the
emerging Asian economies to overcome a weakening related to inventory
adjustment in manufacturing. Indeed, exports picked up in Europe in the first
half of 2005 and later in the rest of Asia, including in the previously lagging
high-tech sectors.

The global expansion broadened as the year progressed. While the US
economy retained considerable momentum and China continued to grow
apace, strengthening domestic demand supported a recovery in continental
Europe. Against the backdrop of buoyant profit growth, firming business
sentiment and, more recently, rising capacity utilisation, the euro area recorded
the strongest increase in business spending since 2000. Yet private consumption
failed to recover. Growth differentials among the large euro area economies
remained considerable, ranging from rapid economic expansion in Spain to
below average growth in France and Germany, and stagnation in Italy.

Rising domestic demand bolstered confidence that the recovery in Japan
was firmly established. Vigorous business spending and the turnaround in
credit growth suggested that the process of balance sheet adjustment in
the corporate and financial sectors had finally run its course (Graph I1.3).
Private consumption rebounded on the back of improving labour market
conditions. Domestic demand firmed in many emerging Asian economies
(see Chapter IlI).

The economic expansion also became more balanced across components
of aggregate demand. Corporate investment finally picked up in many
advanced economies. In 2005, its contribution to domestic demand growth was
comparable to earlier upswings in the United States and Japan but somewhat
lower than in the second half of the 1990s in the euro area. Spending by
private households - including residential investment — accounted for about
67% of total GDP growth in OECD countries, compared to more than 80% in the
first half of the current decade. The recent decline is attributable to decelerating
residential investment and a softening of private consumption following
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moderating housing market activity in Australia and the United Kingdom as
well as hurricane-related disruptions in the United States.

Outlook and risks

The consensus expectation for 2006 is for global growth to again exceed 4%
and for moderate inflation to continue. Indeed, the economic environment
appears favourable in many respects. Business sentiment has picked up
globally, which bodes well for a further strengthening of corporate investment.
Labour markets have firmed in the United States and Japan, and there are
signs of improvement in the euro area. In Asia, a strong autonomous growth
momentum seems to be gathering. Economic growth is also expected to
accelerate in Latin America and remain strong in central and eastern Europe.

However, there are also downside risks. Leaving aside potentially
catastrophic events such as an avian flu pandemic or a geopolitical crisis,
several questions can be raised as to the sustainability of current
macroeconomic trends over the medium term.

The configuration of key macroeconomic variables is highly unusual
(Table 11.2). First, oil prices have risen to new record highs and are, in real
terms, about twice their long-term average. At some point, inflation pressures
might grow, especially since output gaps are narrowing or even closing in
many economies. Second, real long-term interest rates remain very low,
notwithstanding the increase since the beginning of 2006. Neither the reasons
behind historically low real interest rates nor the macroeconomic implications
of a sharp increase after a long period of low rates are well understood. Third,
while US corporations are net savers, measured household saving in the
United States turned negative last year. Finally, external current account
deficits have widened to unprecedented levels. The combined current account
position of countries with an external deficit amounts to more than 22% of
world GDP, with much of this outcome accounted for by the United States.

2005: an unusual year

Annual averages or totals

2005 Peak Trough Average

Value | Date | Value | Date | 1260-2004
Global GDP growth 4.8 5.3 | 2004 1.2 | 1982 3.4
Real oil prices? 49.1 49.1 | 2005 14.0 | 1998 26.3
G3 real long-term interest rate2 1.6 5.3 | 1990 1.6 | 2005 3.5
US personal saving rate3 -0.4| 11.2| 1982 | -0.4| 2005 6.1
US corporate financial balance# 1.3 1.9 | 2003 | -2.7 | 1980 -0.4
Current account balances® -2.8| -1.1| 1995 | -2.8 | 2005 -1.6

1 Unweighted average of Dubai Fateh, UK Brent and West Texas Intermediate; in US dollars per barrel.
Deflated by world export prices; base year 1990. 2 Ten-year government bond yields deflated by
uncentred three-year moving averages of 12-month changes in headline consumer prices. Weighted
average based on 2000 GDP and PPP exchange rates. 3 As a percentage of personal disposable
income. 4 Saving minus investment, as a percentage of GDP. 5 Sum of economies with a current
account deficit, as a percentage of world GDP.

Sources: IMF; Bloomberg; national data. Table 11.2
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Inflation and wage setting behaviour in the global economy

Global inflation trends

Global inflation remained low and stable in the period under review despite
continued strong economic growth and rising energy prices (Graph 11.4).
Headline consumer price inflation in the United States rose to 431% last autumn
as petrol prices peaked after the hurricanes, but fell back towards the end of the
year. Headline CPI inflation in other advanced industrial countries also trended
higher during the past year or so, but was still low by historical standards.
Consumer price inflation moderated in Latin America and remained relatively
stable in central and eastern Europe. Inflation trends in emerging Asia diverged:
while inflation in China declined, despite continuing rapid economic growth,
several other countries recorded rising inflation rates (see Chapter lll).

Core inflation rates stayed largely unchanged in the United States and
Europe, resulting in a particularly wide gap between headline and core inflation
in the third quarter of 2005. In Japan, inflation excluding fresh food crept up to
2% around the turn of the year. Core inflation in emerging market economies
was broadly stable.

That headline inflation failed to follow the upward movement of energy
prices contrasts sharply with the wage-price spirals that characterised the
1970s. However, it is consistent with the more recent trend of declining inflation
persistence. From 1970 to 1989 in the G7 countries, more than 80% of the
price increases in the previous six months persisted into the following month.
This ratio dropped to less than 50% in the United States after the 1990s, and
fell likewise in Canada, Japan and the United Kingdom. The evidence is more
mixed in the euro area. The degree of inflation persistence is also reported to
have declined in many emerging economies.

Another global trend that has remained intact is the lower international
dispersion of inflation rates worldwide. By 2005, inflation rates in advanced
economies had converged to a range of about 0 to 3%, compared to a range

Global inflation’
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TAnnual changes in consumer prices. 2 Weighted averages based on 2000 GDP and PPP exchange rates.
3 Medians of the sample. 4In percent. 5 Standard deviation of monthly inflation rates within the year.

Sources: IMF; CEIC; national data; BIS calculations. Graph 1.4
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Contribution of a common factor to inflation in advanced economies!
Level of inflation rate Volatility of inflation rate
Average |Average Difference? Average| Average Difference?
1970-891 D00 | Total | Explained by | 1978 D9 " Total | Explained by
Common|Country- Common| Country-
factor3 | specific? factor3 | specific3
United States 6.1 2.8 -3.3 -3.7 0.4 0.7 0.1 -0.6 -0.4 -0.2
Japan 5.6 0.6 -5.0 -5.3 0.3 2.2 0.2 -2.0 -0.3 -1.7
Germany 3.8 2.2 -1.6 -2.6 1.0 0.3 0.3 -0.0 -0.3 0.3
France 7.8 1.9 -5.9 -5.6 -0.3 0.9 0.1 -0.8 -0.6 -0.2
United
Kingdom 9.5 2.6 -6.9 -6.9 0.0 2.4 0.3 -2.1 -0.5 -1.6
Italy 11.2 3.5 -7.7 -8.0 0.3 2.3 0.2 -2.1 -0.6 -1.5
Canada 6.7 2.2 -4.5 -4.5 -0.0 0.7 0.3 -0.4 -0.5 0.1
OECD 8.3 2.7 -5.6 -5.2 -0.4 1.7 0.4 -1.3 -0.4 -0.9
1 Inflation rates of 22 OECD countries are decomposed to a common factor (ie co-movements across countries) and country-
specific factors by a dynamic factor model. 2 Difference between 1970-89 and 1990-2005. 3 Contribution to difference.
Sources: OECD; BIS calculations. Table 1.3

Forces behind
common inflation
trends

Shifts in relative
prices are
consistent with
globalisation

affecting inflation ...

of about 20 percentage points in 1980. Coefficients of variation of inflation rates
declined from 1.2 in the mid-1980s to less than 0.5 in 2005. Among emerging
markets, successful macroeconomic stabilisation efforts have also reduced the
dispersion of inflation rates since the mid-1990s.

The forces behind these long-term trends in the inflation process are not
entirely clear. The lion’s share of the decline in the level and variability of
inflation rates can be explained by a common factor (Table 1l.3). However, this
measure arguably captures quite distinct economic causes. One element has
been changes in the conduct of monetary policy. From this angle, common
global inflation trends are the result of a simultaneous shift in domestic
economic policies in many countries. Another, truly global, factor is the growing
international integration of the markets for goods and factors of production,
together with a shift in supply-demand conditions at the global level. In this
regard, the economic opening of China, India and the former Soviet bloc, but
also the growing economic strength of Asia and Latin America, have played a
key role. The apparently greater significance of global measures of economic
slack as drivers of domestic inflation is an indication of the increasingly global
character of the inflation process (see Chapter V).

Large movements in relative prices at the global level, over the past five
years or so, lend support to the view that changes in the real economy have
affected global inflation dynamics. On the one hand, commodity prices have
risen by more than 30% (Graph I1.5). This increase has coincided with booming
demand for commodities, raw materials and energy from emerging economies:
non-OECD countries accounted for about two thirds of the 20% growth in
global oil demand from 1995 to 2005. On the other hand, the supply of
manufactured goods has soared through exports from these newly integrated
emerging economies. For instance, export volumes of developing Asian
economies increased by about 15% per year in 2000-05. During this period,
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Trends in relative prices’
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Sources: HWWI; national data. Graph I1.5

the prices of imported consumer durables fell by 5% in the major industrial
countries while the prices of many non-tradable goods continued to rise.

These shifts in relative prices contrast starkly with the patterns observed
during the oil price shock in the late 1970s. From 1978 to 1981, the prices of
goods, services and commodities in the G3 increased more or less uniformly
in the order of 25-35%.

Wage setting behaviour and globalisation

The secular decline in inflation has gone hand in hand with great restraint in
nominal wage growth. Increases in unit labour costs have moderated in tandem
with nominal wages, and wage shares in the total economy have fallen by 5%
over the past three decades or so (Graph 11.6).

Inflation, wages and wage share

Inflation and wages' Wage share4
— Inflation? 2 e
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1Common factors among OECD countries. Normalised data, measured as the difference between the
indicator and its sample average, expressed in points of standard deviation. 2 Changesin consumer prices.
3 Business sector. 4 Total economy. Weighted average of the G10 countries, based on 2000 GDP and PPP
exchange rates; as a percentage of value added.

Sources: OECD; national data; BIS calculations. Graph 11.6
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Undoubtedly, several factors have played a role in this process. Many
observers have argued that the greater credibility of monetary policy, achieved
through a more active response to inflationary shocks, contained wage
increases by providing a firmer anchor for inflation expectations (see Chapter V).
Moreover, higher labour productivity growth, thanks to capital deepening and
technological progress, has also helped to limit increases in unit labour costs.
Finally, coupled with lower union density and more decentralised collective
bargaining, the deregulation of domestic labour markets over the past decade
or so has tended to reduce the bargaining power of some groups of workers.

At the same time, the influence of the globalisation process should not be
underestimated. The integration of emerging market economies into the global
production process has, by some estimates, effectively doubled the supply of
active workers engaged in the global economy. This, together with other
aspects of globalisation, has arguably influenced labour market policies and
wage setting behaviour in advanced industrial countries. At least three
channels seem to have played a role in this process.

First, increased international labour mobility has helped to ease supply
constraints in domestic labour markets. This seems to have mitigated upward
pressures on wages, especially for low-skilled workers (Graph I.7). The
awareness that a growing number of jobs are exposed to competition from
immigrants could exert a significant influence on wages in countries where
labour can easily move across borders. For instance, in the United States
the influx of immigrants, which increased the supply of working males by
11% between 1980 and 2000, is estimated to have slowed wage growth by
3 percentage points. In western Europe, the average annual ratio of immigrants
to population has essentially doubled since the fall of the Iron Curtain in 1989.

Globalisation and wages'
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of their total manufacturing production. 5 Wage payments as a percentage of sales.

Sources: G J Borjas, “The labor demand curve is downward sloping: reexamining the impact of immigration
on the labor market”, Quarterly Journal of Economics, vol 118, 2003, pp 1335-74; national data; BIS
calculations. Graph 11.7
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Import penetration and wages by industry sector’
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imports). 3Wage payments as a percentage of sales.

Sources: National data; BIS calculations. Graph 11.8

The effect of cross-border labour mobility on wages within Europe may have
increased further after the EU enlargement in 2004. For instance, in the United
Kingdom significant declines in workers’ overtime payments were observed
in 2005 in those industries in which non-UK nationals accounted for a large
proportion of the workforce.

Second, the relocation of production — actual or threatened — has curtailed
the bargaining power of workers and trade unions in many industrial countries.
The rapid growth of trade in material inputs, such as parts and components, is
an indication of the growing vertical integration of production processes at the
global level. The growth rate of world trade in parts and components averaged
9% during the period 1990-2000, compared with 6:% for world trade growth
as a whole. In the United States, the share of imported material inputs rose
from 12% of total imports in 1992 to 17% in 2000. While the effect to date has
mostly been felt in the manufacturing sector, higher-skilled and higher-wage
jobs in the services sectors are becoming more and more contestable. The
impact of relocating production facilities is visible in Japan, where industries
that have actively pursued strategies of relocating production have tended
to reduce wage shares more aggressively (Graph 1.7, right-hand panel). In
Germany, large firms have been able to negotiate real wage cuts in exchange
for giving up plans to relocate production.

Finally, the opening of markets for goods and, increasingly, services to
international competition has intensified competitive pressures on producers
in advanced industrial countries. The greater contestability in goods markets
has forced dominant domestic firms to step up their efforts to cut costs. The
reduction of wage bills has been a key element in strategies aimed at curtailing
the cost advantage enjoyed by producers in newly globalising countries such as
China and India. Indeed, wage shares have on average fallen more in industries
that have faced higher import penetration, such as apparel (Graph 11.8).
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Outlook

The consensus expectation is that inflation will remain low and stable in
2006, although the outlook has become more uncertain recently. Several
indicators point to growing inflation risks from rising resource utilisation.
Domestic output gaps are narrowing or even closing in many countries and
capacity utilisation in manufacturing in the G3 is above long-term averages.
Yet it is hard to gauge how much slack is actually left in the major advanced
economies. For instance, the rate of unemployment that can be sustained
without causing inflationary pressure may have declined as a result of
changes in labour market participation or structural reforms. Perhaps even
more importantly, globalisation might have lessened the responsiveness of
wages to domestic output gaps, thus reducing the likelihood of inflationary
pressures.

Against this background, one key question is whether low inflation for
traded goods will persist despite continued increases in raw material and
energy prices. The acceleration in producer prices in the major advanced
economies in the course of 2005 is a clear indication that pipeline pressures
have intensified. Hence, much depends on whether (or when) firms regain
pricing power at the consumer level and whether increases in wage costs will
remain contained. Here, various indicators send different signals.

Foreign direct investment in emerging market economies has remained
strong, which may be a sign that the process of production relocation has not
run its course. Import penetration has kept rising, which indicates continued
downward pressures on domestic prices and wages. Nominal wage increases
in the major industrial economies have so far remained well below historical
norms and this, together with expected solid gains in labour productivity,
should help to hold the growth of unit labour costs in check.

At the same time, the prices of imported consumer durables and core
consumer goods prices seem to have stopped declining. Little is understood
about wage and price formation and labour markets in the newly globalising
emerging economies. Anecdotal evidence, such as double digit increases in
labour costs in China for certain manufacturing workers in coastal areas, points
to diminishing economic slack. Simultaneously, rising resource utilisation and
persistently strong upward pressure on commodity prices may indicate that
the output gap is narrowing even at the global level.

Private sector saving and investment

Trends

Global saving grew in 2005 to 22% of GDP. This is about 12 percentage
points higher than at the cyclical trough in 2002 and comparable to the
average for the 1990s (Table Il.4). Higher saving in the emerging economies
continued to drive the recent increase. Oil-exporting emerging economies
accounted for a growing share of global saving in 2005; their saving rates
rose by 4 percentage points. Saving patterns in emerging Asia diverged.
China’s national saving rate grew further and is now at about 51%. Continued
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Global saving and investment trends
As a percentage of GDP
Average | Average 2004 2005 Memo:
1990-99 | 2000-03 1991-
20051
World saving 22.1 21.2 21.4 22.0 -1.0
Advanced economies? 21.7 20.1 19.4 19.4 -3.2
United States 16.3 15.5 13.4 13.3 -2.9
Euro area 21.2 20.9 21.2 20.9 -1.0
Japan 31.4 26.7 26.4 26.8 -7.6
Emerging economies3 23.7 25.4 28.6 30.3 6.0
Developing Asia 31.2 32.0 36.0 38.2 9.7
China 38.7 37.1 46.8 51.3 13.5
Latin America 18.3 18.5 21.3 21.8 2.5
Central and eastern Europe 21.1 18.8 18.5 18.8 -8.0
World investment 22.7 21.4 21.7 22.2 -1.6
Advanced economies? 22.0 20.7 20.5 20.9 -2.5
United States 18.7 19.2 19.6 20.0 1.5
Euro area 19.8 20.7 20.5 20.9 0.7
Japan 29.0 24.0 22.7 23.2 -9.7
Emerging economies3 25.5 24.3 26.4 26.4 1.2
Developing Asia 32.0 29.7 33.4 34.3 4.0
China 37.0 35.0 43.3 441 9.4
Latin America 21.0 20.1 20.6 20.7 1.1
Central and eastern Europe 23.8 23.1 24.3 24.0 -3.6
1 Cumulative change, in percentage points. 2 Including Asian newly industrialised economies (NIEs).
3 Emerging economies other than Asian NIEs.
Sources: IMF; national data. Table II.4

strong profit growth of Chinese corporations suggests that the increase
in 2005 might primarily reflect higher corporate saving. This would imply
that household saving rates were largely unchanged at the very high level of
about one quarter of GDP. In contrast, saving rates in the rest of emerging
Asia declined. In central and eastern Europe and Latin America, they were
broadly stable.

National saving rates in the advanced industrial economies were
unchanged, leaving rates well below the average for the past decade. But
differences across countries were considerable. On the one hand, in Germany
precautionary motives may have contributed to a further rise in the household
saving rate. On the other hand, household saving rates fell markedly in the
United States and Spain, where housing wealth rose sharply in 2005. At the
same time, the corporate sector in the United States and other advanced
economies remained a net saver. To the extent that higher corporate saving
has increased the value of claims on the corporate sector in the past few years,
lower household saving might be viewed as a response to rising corporate
saving. Notwithstanding such effects, in the United States both the household
saving rate, which turned negative by most measures in 2005, and the national
saving rate appear unsustainably low.
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Investment in China
rose further
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Further rise in
corporate profits

Investment rates picked up somewhat in 2005 in developed countries
and were stable overall in emerging market economies. Again, patterns in
emerging Asia diverged. In China, the national investment rate rose by another
percentage point. Investment rates in other emerging Asian economies
remained broadly unchanged, leaving gross fixed capital formation at much
lower levels than before the Asian crisis.

Investment activity in the advanced economies shifted from residential
towards corporate fixed capital formation. Residential investment growth in
OECD countries moderated to 32%, compared to 6%:% in 2004. Corporate
capital spending remained firm in the United States and picked up in a number
of other economies, including Japan and the Nordic countries, commodity
exporters such as Australia and Canada, and parts of the euro area, including
Belgium and Germany. By contrast, corporate investment remained relatively
weak in the United Kingdom and declined in ltaly.

Corporate profits and investment

Corporate profits increased further in 2005 and appear to have reached historical
highs as a percentage of global GDP. The forces behind the boom in corporate
profits in recent years seem to be of a global nature, although sector-specific
developments have also played their part. Operating margins have risen across
non-financial sectors during the past few years (Table II.5). This increase lifted
operating margins in many industries above the levels of the second half of
the 1990s. Especially in commodity-related sectors, margins are now much
higher. While pricing power in many sectors remained limited, a substantial
and broad-based decline in labour costs supported higher operating margins.
The fact that profits have risen even more during the current upswing is to an

Profit indicators for selected global industry sectors’
As a percentage of revenues
Operating surplus? After-tax profit
2004-05 Change3 2004-05 Change3

2001-02 | 1995-99 2001-02 | 1995-99
Airlines 3 3 -3 2 3 -1
Automobiles 4 0 0 2 1 0
Chemicals 9 3 1 6 3 1
Computer hardware 5 2 0 4 4 0
Industrial machinery 8 2 2 5 3 2
Mining 22 4 9 17 6 9
QOil and gas producers 14 3 5 3 4
Retail 5 1 1 3 1 1
Software 26 2 0 18 5 3
Telecommunications 16 3 -2 9 13 -1
Utilities 14 3 1 7 3 1
1 Revenue-weighted average of firms included in the World Equity Market Index. 2 Revenues minus
total operating expenses. 3 Average 2004-05 minus average 2001-02 and 1995-99, respectively.
Sources: Datastream; BIS calculations. Table 1.5
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important degree attributable to much lower interest expenses, another global
development.

Record profits, high cash levels and low interest rates have not prompted
record corporate investment. Corporate fixed capital formation recovered in
2005 and, in real terms, grew in advanced economies broadly in line with
previous cycles. But the relatively weak investment in the early phase of the
current upswing seems to have led to a cumulative shortfall in capital
formation. Indeed, corporate investment as a share of GDP remained low in
the G3 economies by past standards (Graph 11.9). The fact that, in most of the
sectors shown in Table 1.5, fixed assets accounted for a significantly smaller
share of all corporate assets in 2004-05 than in the second half of the 1990s
confirms the notion of relative investment weakness.

That nominal investment/GDP ratios are still low in most advanced
economies remains a puzzle. Part of the explanation could be the fall in the
relative price of business fixed investment. For instance, in Japan and the
United States the relative price of capital goods has declined by between 25
and 40% since 1980. This would lead to lower nominal investment rates to the
extent that the relative price effect is not offset by capital deepening.

Changes in the structure of economic activity could be another factor
behind lower measured investment. Intangible assets, such as brand values
and business processes, apparently play a larger role in production now than
in the previous decade. However, such investments might not be well captured
statistically. In addition, the globalisation of production processes could have
lowered investment rates in advanced economies. Indeed, foreign direct
investment has been strong, especially in China, but it is not clear whether
this is a substitute for investment in the home country. In the case of US
multinational firms, vertical international integration seems to involve a
combination of higher domestic and foreign investment instead of a simple
relocation of domestic production.

Corporate investment cycles’

United States Euro area? Japan
— Current cycle — 1982-933 — 1983-993
— 1975-913 Us 18 | 1962-773 20
— 1949-703

14 16

14

12
I Y 2 e Y | | | |12
-16 -8 0 8 16 -16 -8 0 8 16 -16 -8 0 8 16

Quarters (cycle trough = 0)

1Based on investment/GDP ratios in nominal terms; in percentages. 2 Weighted average of France,
Germany and ltaly, based on 2000 GDP and PPP exchange rates. 3 Average of cycles with troughs between
the dates shown.

Source: National data. Graph 1.9
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Hurdle rates of
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... and the
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Private sector assets and debt’

Households Non-financial corporations
Debt/total assets Debt/equity?
17 200
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/_/\———/—/\" 11 50
Y ey | Y I
Debt/disposable income Debt/value added
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= United States
= Euro area®
100 — Japan 125
75 \//\ 75
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TIn percent. 2 Equity defined as the market value of outstanding equities. 3 Weighted average of France,
Germany and Italy, based on 2000 GDP and PPP exchange rates.

Sources: OECD; national data; BIS estimates. Graph 11.10

High hurdle rates of investment relative to expected returns may have
deterred corporate management from expanding capacity in some sectors.
One element behind this could be shareholder demands for high returns.
Another possible factor is doubts about the sustainability of the boom in
specific markets that are keeping expected returns on investment low. Indeed,
investment in the oil industry seems to have been relatively weak globally,
despite the sharp increase in profits in this sector in the past few years.

Related to this, it is not clear how quickly the legacy of past overinvestment
is fading. On the one hand, investment in some IT sectors has rebounded in
the past two years. More generally, the balance sheet deleveraging that
occurred as a reaction to difficult financing conditions associated with the 2001
equity market collapse and the subsequent tightening of corporate governance
seems to have run its course. Debt/equity ratios have fallen in the major
advanced economies (Graph 1.10). On the other hand, the global boom in
leveraged buyouts in 2005 indicates a greater interest in buying existing fixed
assets than in creating new ones.

Residential investment and housing markets

Notwithstanding somewhat slower growth in 2005, residential investment
remained strong; its share of GDP was about 172 percentage points higher
than the long-term average of 5% in Australia and the United States. In Spain,
residential investment as a share of GDP was about 9%, almost 3 percentage
points higher than the average of the previous 10 years. Germany and Japan,
in contrast, are notable exceptions to the picture of above average residential
investment rates in advanced economies.
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Construction sector in selected economies’

In per cent
Strong activity period? Change from peak to
trough®
Date Average |[Contribution| Peak share | Peak share | Real output |[Employment
growth to growth# | in nominal | in employ-
rated GDP ment
Germany 1988-94 3.1 9 6.3 8.5 -18 -20
Japan 1985-90 71 15 9.9 9.6 -21 -2
Spain 1994-2004 4.9 11 9.7 13.2 -20 -19
United States 1983-86 8.3 9 4.7 5.0 13 8
1992-2000 2.6 3 4.4 5.2

1 National accounts definition (GDP by industry). 2 Continuous period of average annual growth of real value added in the
construction sector of close to 3% or more. 3 Average annual change. 4 Contribution to growth of real GDP, as a percentage
of GDP growth. 5 Change between the peak and the subsequent trough in construction activity; average for up to three major
downturns since 1970.

Sources: OECD; national data. Table 1.6

Residential construction remained the main factor behind the most recent ... and so was
upswing in the US construction sector, which continued into early 2006. The ~ construction
Spanish construction sector is currently in its 13th consecutive year of
expansion. This growth has been driven (as well as financed) to a considerable
extent by external sources, mainly retiring baby boomers from northern Europe
buying second homes on the Mediterranean coast.

Over the past two decades, the construction sector (including residential  Characteristics of
earlier construction

and commercial construction) in the major industrial economies went through oycles

several cycles. Periods of strong activity tended to be fairly long, with upswings
in the sample of countries shown in Table 11.6 lasting from four to 10 years or
more. During these periods, the construction sector easily contributed 10-15%
to the overall growth of GDP, accounted for up to 10% of the total output of
the economy at the peak of the cycle, and employed up to 13% of the total
workforce. In the United States, for instance, the construction sector expanded
on average by 8'2% per year during the 1983-86 boom, contributing 9% to the
growth of GDP during that period. The 1990s construction boom was less
pronounced, although in terms of employment the sector’s role increased
somewhat. Construction booms also have positive effects on related industries
such as real estate and leasing services. During 1983-86, for example, the
share of these services grew by 0.7% of GDP in the United States.

Just as the upswings in the construction industry tended to be long, so the  Downturns in
construction tended

downswings were also often protracted and severe. In Germany, Japan, Spain
to be protracted ...

and the United States, real output in the construction sector contracted by
13-21% during the major downturns of the past three decades, and sectoral
employment declined by up to 20%.

The most recent downturns in Germany and Japan were particularly ... in particular in
severe. In Germany, sectoral output and employment both contracted by 30%  Germany and Japan
between 1994 and 2004. Only in the course of 2005 were there tentative signs
of a revival in building activity. Likewise, the construction industry in Japan
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has yet to recover after the bursting of the property bubble in 1990. Real output
in the construction sector also declined by almost 30% between 1990 and 2003.
Employment did increase slightly, however, as many construction workers
were engaged in public sector projects that formed part of expansionary
fiscal policies during the 1990s. Even so, the effects of the downturn on
macroeconomic aggregates such as private consumption were clearly felt, as
construction workers’ wages were cut significantly.

A slowdown in housing market activity and lower house price inflation
would also imply less support for consumer expenditure through other
channels. First, housing wealth grows more slowly (or even declines). Second,
and related to this, the capacity to liquefy housing equity through borrowing
against housing collateral diminishes. Australia, the Netherlands and the
United Kingdom have experienced episodes of slowing house price inflation. In
all three cases, this coincided with a substantial weakening of real consumption
growth (Graph 11.11).

However, at least in Australia and the United Kingdom, the impact of
slowing house price increases on consumption has been weaker than many had
expected. Indeed, in both countries changes in real house prices in the first half
of the current decade accounted for less of the fluctuation in real consumption
than during the previous 25 years. One explanation might be that households,
to some degree, anticipated a correction in sharply rising house prices.
Another could be that, in the more recent environment of solid growth and
low unemployment, households in Australia and the United Kingdom revised
spending plans down to a lesser degree than, for instance, Dutch households
during the economic downturn in 2001-03. Finally, while house prices levelled off
in Australia and the United Kingdom, they did not fall significantly in real terms.

The possible effect of slowing housing market activity on aggregate
demand remains subject to considerable uncertainty. The current housing
boom has been unusual in terms of its duration, size and the international
co-movement of prices. House prices have risen sharply not only in many
advanced, but also in many emerging economies, including China and Korea.

House prices and private consumption’
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TAnnual changes, in per cent; in real terms. 2 Deflated by the private consumption deflator.

Source: National data. Graph 11.11
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Moreover, the current boom has coincided with a secular change in financing
possibilities in many countries. On the supply side, a wider array of loan
contracts has been offered to house owners. Consequently, borrowing against
housing collateral has become cheaper and more readily available, which
has allowed new categories of households to enter the housing market. In
particular, sub-prime lending has increased significantly in countries where it
is allowed. However, low interest rates have thus far kept the debt service
burden in check, despite rising debt levels (Graph 11.10).

Fiscal policy

Although the public finance outturns in 2005 were generally better than Improvement in
fiscal balances in

expected a year ago, fiscal deficits in many advanced economies remained 2005

high. Reflecting favourable cyclical developments, headline deficits were
reduced by about 1% of GDP in the United States and Japan and by about
2 percentage point in the euro area (Table 11.7). Structural budget deficits,
which remove cyclical effects from headline deficit figures, also declined,
but in many countries remained at levels that indicat